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Investment Companies Industry 
Developments— 1999/2000
Industry and Economic Developments
What significant industry and economic developments are relevant to 
audits of investment companies?
The growth of the U.S. economy in recent years continued in 1999. 
The current period of expansion, the second longest in history, 
will break the record of 106 months if the expansion continues 
into early next year. Take a look at some of the specific economic 
statistics and developments during the past year:
• In March 1999, the Dow Jones Industrial Average (DJIA) 
closed over 10,000 for the first time, just three and a half 
years after the DJIA reached its first close above 5,000. 
Soon after reaching 10,000, the DJIA passed 11,000, but 
it did not remain above this level because the equities mar­
ket displayed periods of volatility during 1999. For example, 
during a one-week period in September 1999, the DJIA lost 
over 500 points, ending the week at just under 10,300. The 
National Association of Securities Dealers Automated Quo­
tation (NASDAQ) composite fell nearly 130 points during 
that same week.
• The Federal Reserve raised its federal funds rate, the rate at 
which banks lend to each other overnight, from 4.75 per­
cent to 5 percent in June, followed by a second increase in 
August to 5.25 percent.
• The inflation rate remained low during 1999, at about 2½ 
percent.
• Emerging-market currencies, following a turbulent 1998, 
settled into a quieter period through the third quarter of 
1999.
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The global economy also showed some signs of improvement 
through the first three quarters of 1999, following ominous eco­
nomic news in 1998, and in Malaysia, controls implemented in
1998 over the flow of capital outside of the country were relaxed 
in 1999.
Despite positive economic factors in 1999, there were some indica­
tions of difficulties by both individual and corporate borrowers in 
meeting payments for their debt obligations. Also, not all sectors of 
the economy were equal benefactors of the current economic pros­
perity, as a number of companies actually lost market value.
Overall favorable economic conditions, including a low unemploy­
ment rate, resulted in a growing number of individuals whose in­
come levels increased, and in some cases, increased rapidly. 
Investment companies in 1999 had the opportunity to provide 
these individuals with an array of investment options. Some invest­
ment companies offered more exotic varieties of mutual funds for 
those investors looking for greater returns. Many investors with in­
creased income levels used mutual funds for investing retirement 
funds through employer retirement benefit plans or in individual 
retirement accounts. At the end of 1998, mutual funds accounted 
for approximately 17 percent of the U.S. retirement market, or 
about 35 percent of mutual fund assets.
Fund performance varied greatly in 1999. Certain funds, such as 
technology funds, were often strong performers, while small-cap 
funds frequently showed negative returns. Also, some stock funds 
did not exceed or even meet the gains of the Standard and Poors 
500 stock index or the DJIA for the same period. This variation 
between the performance of the equity market and a number of 
mutual funds caused some investors to show less of an interest in 
the diversification of holdings provided by mutual fund invest­
ment and to be more attracted to investing directly in specific eq­
uities. While the rapid growth experienced in mutual funds in 
prior years continued, the flow of money into mutual funds in­
vesting in certain sectors slowed in 1999, and certain funds, such 
as small-cap funds, have seen significant increases in requests for 
redemptions in 1999.
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Auditors of investment companies should consider the increased 
pressures that some investment companies may face to meet ag­
gressive performance expectations that exceed or at least meet eq­
uity index benchmarks. When auditing a client subject to increased 
pressures, auditors should consider whether such increased pres­
sures could indicate a fraud risk factor. Statement on Auditing 
Standards (SAS) No. 82, Consideration o f  Fraud in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 
316), provides guidance to auditors in fulfilling the responsibility 
to plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material mis­
statement, whether caused by error or fraud. SAS No. 82 states 
that the significance of risk factors varies widely for a particular 
entity. The auditor should exercise professional judgment when 
considering risk factors individually or in combination and 
whether there are specific controls that mitigate the risk.
Help Desk—Further information on implementing SAS No.
82 is available in the AICPA publication Considering Fraud in 
a Financial Statement Audit: Practical Guidance for Applying 
SAS No. 82 (Product No. 008883kk). This publication provides 
an in-depth understanding of SAS No. 82, supplemented by 
practice aids and examples including common fraud schemes 
and expanded audit procedures; sample engagement letters, 
representation letters, and workpaper documentation; and in­
dustry-specific fraud risk factors and guidance for several spe­
cialized industries, including investment companies.
Also, to attain performance measures that match or exceed an 
index, investment companies may employ more aggressive or 
riskier investment strategies, investing in more obscure or illiquid 
investments. Chapter 2 of the AICPA Audit and Accounting 
Guide Audits o f  Investment Companies includes guidance on audit­
ing procedures for investment accounts, including the valuation of 
securities. For additional information see the discussion titled “Se­
curities Valuation Considerations” in the “Audit Issues and Devel­
opments” section of this Audit Risk Alert.
On January 1, 1999, financial markets in the eleven European 
nations of the European Unions Economic and Monetary Union
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(EMU) started trading securities in euros, the new single eurocur­
rency created by the EMU. Cross-country exchange rates between 
the eleven member nations no longer existed, and only one rate was 
published—national rates to the euro.
The introduction of the euro was a significant event, but also an 
event that is occurring in stages. During a transition period extend­
ing through January 1, 2002, business transactions with the eleven 
nations that thus far constitute the EMU can be settled in either 
legacy currencies or the euro. Euro notes and coins will be issued 
at the end of the transition period, and by June 30, 2002, all the 
legacy currencies—currencies of the eleven EMU nations—will 
be obsolete.
Auditors of investment companies should assess the impact of the 
introduction of the euro on investment companies, including the 
possibility of increased risks to internal control. SAS No. 55, 
Consideration o f  Internal Control in a Financial Statement Audit 
(AICPA, Professional Standards, vol. 1 AU sec. 319), as amended, 
provides guidance on the independent auditor’s consideration of 
an entity’s internal control in an audit of financial statements in 
accordance with generally accepted auditing standards (GAAS). 
SAS No. 55 states that the auditor should obtain sufficient 
knowledge of the entity’s risk assessment process to understand 
how management considers risks relevant to financial reporting 
objectives and decides about actions to address those risks. Risks 
relevant to financial reporting include external and internal 
events and circumstances that may occur and adversely affect an 
entity’s ability to record, process, summarize, and report financial 
data consistent with the assertions of management in the finan­
cial statements. The auditor should be alert for risks that can arise 
or changes that can occur due to such circumstances as new sys­
tems or system changes. SAS No. 60, Communication o f  Internal 
Control Related Matters Noted in an Audit (AICPA, Professional 
Standards, vol. 1, AU sec. 325), provides guidance in identifying 
and reporting conditions related to an entity’s internal control that 
are observed during a financial statement audit.
Auditors may need to address the impact of the euro conversion on 
the comparability of financial information when performing ana-
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lytical review procedures, for example, in the examination of for­
eign exchange revenues (for example, reductions in certain cross­
currency exchange revenues), operating costs, or investments. SAS 
No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, 
AU sec. 329), provides guidance on the use of analytical procedures 
and requires the use of analytical procedures in the planning and 
overall review stages of the audit. A basic premise underlying the 
application of analytical procedures is that plausible relationships 
among data may reasonably be expected to exist and continue in 
the absence of known conditions to the contrary. Particular condi­
tions that can cause variations in these relationships include, for ex­
ample, specific unusual transactions or events, accounting changes, 
business changes, random fluctuations, or misstatements.
Executive Summary— Industry and Economic Developments
• The growth of the U.S. economy in recent years continued in 1999. 
The current period of expansion, the second longest in history, will 
break the record of 106 months if the expansion continues into early 
next year.
• Auditors of investment companies should be aware of the increased 
pressures that some investment companies face to meet aggressive 
performance expectations that exceed or at least meet equity index 
benchmarks.
• Auditors of investment companies should assess the impact of the in­
troduction of the euro, including internal control implications. Also, 
auditors may need to address the impact of the euro conversion on 
the comparability of financial information when performing analyti­
cal review procedures.
Regulatory and Legislative Developments
Securities and Exchange Commission Regulations
What are some of the final rules issued by the Securities and Exchange 
Commission since the last Audit Risk Alert?
SAS No. 22, Planning and Supervision (AICPA, Professional Stan­
dards, vol. 1, AU sec. 311), states that in planning the audit, the au­
ditor should consider matters affecting the industry in which the
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entity operates as they relate to the audit, matters including gov­
ernment regulation, among other things. Auditors should note 
that investment companies are subject to a number of regulatory 
requirements.
Many investment companies are required to register under the In­
vestment Company Act of 1940 (the 1940 Act), the Securities Act 
of 1933 (the 1933 Act), and the Securities Exchange Act of 1934 
(the 1934 Act), and with various state security commissions. The 
Investment Advisors Act of 1940 (Advisors Act) requires persons 
paid to render investment advice to individuals or institutions, in­
cluding investment companies, to register, and it regulates their 
conduct and contracts. Auditors of investment companies should 
be familiar with the provisions of these regulations before under­
taking audits of these heavily regulated entities.
The federal securities laws are supplemented by formal rules and 
regulations; the Securities and Exchange Commission (SEC) also 
issues a variety of other releases and statements, including its finan­
cial reporting releases and releases under the 1933, 1934, and 
1940 Acts and the Advisors Act. Many apply to the investment 
company industry. The auditor should be familiar with them and 
with the SEC registration and reporting forms.
In addition, auditors of investment companies should be aware of 
the requirements of SAS No. 54, Illegal Acts by Clients (AICPA, 
Professional Standards, vol. 1, AU sec. 317). SAS No. 54 prescribes 
the nature and extent of the consideration that auditors should give 
to the possibility of illegal acts by a client in audits of financial 
statements in accordance with GAAS. The term illegal acts refers to 
violations of laws or governmental regulations. SAS No. 54 states 
that the auditor considers laws and regulations that are generally 
recognized by auditors to have a direct and material effect on the 
determination of financial statement amounts. Entities may be af­
fected by many other laws and regulations relating more to an en­
tity’s operating aspects than to its financial and accounting aspects, 
and the financial statement effect is indirect. The indirect effect is 
normally as a result of the need to disclose a contingent liability be­
cause of the allegation or determination of illegality.
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When an auditor concludes, based on information obtained and, if 
necessary, consultation with legal counsel, that an illegal act has or 
is likely to have occurred, the auditor should consider the effect on 
the financial statements as well as the implications for other aspects 
of the audit.
The complete text of the SEC final rules discussed in this section, 
as well as other SEC final rules, including those adopted subse­
quent to the publication of this Audit Risk Alert, can be obtained 
from the SEC’s Web site at www.sec.gov.
Mutual Funds
The SEC issued the following final rules since the last Audit Risk Alert:
• Custody o f  Investment Assets Outside o f  the United States. The 
SEC extended the compliance date for certain amendments 
to the rule under the 1940 Act, which governs the custody 
of investment company assets outside of the United States. 
In 1997, the SEC adopted amendments to rule 17f-5 under 
the 1940 Act, effective June 16, 1997, requiring that regis­
tered management investment companies must bring their 
foreign custody arrangements into compliance with the 
amended rule by June 16, 1998. In May 1998, the SEC ex­
tended the compliance date for certain of these 1997 
amendments to February 1, 1999. In January 1999, the 
SEC extended the compliance date for certain of the 1997 
amendments until May 1, 1999, and in April 1999, the 
SEC further extended the compliance date for certain of 
the 1997 amendments from May 1, 1999, to May 1, 2000, 
or until a date to be announced by the SEC.
• Deregistration o f  Certain Registered Investment Companies. 
The SEC adopted amendments to rule 8f-l and Form N-8F 
under the 1940 Act and to rule 101 of the SEC regulation 
ST to expedite the process for deregistering investment com­
panies. The amendments also require investment companies 
to file the form electronically through the SEC s Electronic 
Data Gathering and Retrieval (EDGAR) system. Effective 
date: June 1, 1999.
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• Rulemaking fo r  EDGAR System. The SEC adopted amend­
ments to its rules governing the EDGAR System that are 
intended to make the EDGAR System easier for filers to use 
and to make documents more readable for public users. The 
rule amendments reflect initial changes to filing require­
ments resulting from the SEC's EDGAR modernization 
project as well as other changes clarifying or updating SEC 
rules. Under the final rules, the SEC will accept filings 
submitted to EDGAR in HyperText Markup Language 
(HTML) in addition to documents submitted in the Amer­
ican Standard Code for Information Interchange (ASCII) 
format. Filers will have the option of accompanying their re­
quired filings with unofficial copies in Portable Document 
Format (PDF). The SEC also adopted an updated edition 
of the EDGAR Filer Manual and provided for its incorpo­
ration by reference into the Code of Federal Regulations. 
Effective date: June 28, 1999.
Investment Advisers
The SEC issued the following final rules since the last Audit Risk Alert:
• Form ADV. The SEC approved technical changes to Sched­
ule I to Form ADV. Schedule I is the form on which invest­
ment advisers declare their eligibility for SEC registration. 
Effective date: January 7, 1999.
• Correction to Technical Amendments. The SEC made techni­
cal corrections to rules 204-1 and 202(a)(1)-1 under the 
Advisors Act. Rule 204-1 relates to the investment adviser 
application for registration with the SEC. Rule 202(a)(1)-1 
relates to certain transactions not deemed assignments for 
purposes of section 205 of the Advisors Act. Effective date: 
January 15, 1999.
• Form 13F. The SEC adopted amendments to require elec­
tronic filing of Form 13F by institutional investment man­
agers through use of the EDGAR system. Form 13F reports 
are filed by institutional investment managers to report cer­
tain equity securities holdings of accounts over which they
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exercise investment discretion. After the compliance date, 
institutional investment managers must submit all filings of 
Form 13F reports by either direct transmission, magnetic 
tape, or diskette, giving these reports the same degree of 
availability to the public as other electronic filings with the 
SEC. Compliance date: April 1, 1999.
• Delegation o f  Authority—Registration o f  Investment Advisors. 
The SEC amended its rules to delegate its authority to the 
Director of the Division of Investment Management to 
cancel the registration of any investment adviser that is not 
eligible for SEC registration. The amendment updates the 
staff’s delegated authority to reflect recent amendments to 
the Advisors Act. Effective date: June 28, 1999.
• Personal Investment Activities o f  Investment Company Personnel. 
The SEC adopted amendments to rule 17j-1 under the 
1940 Act that address conflicts of interest that arise from 
personal trading activities of investment company person­
nel. The amendments increase the oversight role of an in­
vestment company’s board of directors with respect to 
codes of ethics, improve the manner in which investment 
company personnel report their personal securities hold­
ings, and require prior approval of investments in initial 
offerings and certain limited offerings by certain invest­
ment company personnel, including portfolio managers. 
The amendments require initial and annual holdings re­
ports from access persons as well as review of reports on 
personal trading from compliance personnel. Rule 204- 
2(a) under the Advisors Act, as proposed, was revised to 
conform its exceptions to those in rule 17j-1. The SEC 
also added an exception to the recordkeeping requirements 
under rule 204-2(a) to permit an investment adviser not to 
make certain records under the rule if the information re­
quired under rule 204-2(a) would duplicate information 
contained in a broker trade confirmation or account state­
ment received and kept by the investment adviser. Effec­
tive date: October 29, 1999.
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Other Recent SEC Developments
M oratorium  on certa in  new  rulemaking. The SEC imposed a 
moratorium from June 1, 1999, until March 31, 2000, in the im­
plementation of any rulemaking that would require major com­
puter reprogramming by SEC-regulated entities to allow firms to 
concentrate on year 2000 remediation efforts and testing.
New York Stock Exchange listing criteria f o r  closed-end funds. The 
SEC published a notice of approval in May 1999 of a rule involving 
the New York Stock Exchange (NYSE) listing criteria. Under the 
new listing criteria, if a fund has at least $60 million in net assets as 
evidenced by a firm underwriting commitment, the NYSE will gen­
erally authorize the listing of the fund. The new requirement is the 
minimum net asset requirement for listing in the NYSE. Funds 
with less than $60 million in net assets will not be considered for 
listing, and the NYSE can deny listing if it determines that the fund 
is not likely to be able to maintain its financial status.
Fund supermarkets. Responding to a letter of inquiry from the In­
vestment Company Institute (ICI), in October 1998 the SEC 
Division of Investment Management outlined its views on legal 
issues that arise from participation in mutual fund supermarkets. 
A review of these supermarket fund programs by the SEC staff 
noted that the treatment of payments to the supermarket fund 
sponsor has differed among mutual funds. The SEC staff noted 
that each fund’s board of directors has the responsibility to review 
these arrangements to determine that payments to supermarket 
sponsors are consistent with rule 12b-1.
Soft-dollar arrangements. In September 1998, the SEC released 
the results of the SEC Office of Compliance Inspections and Exam­
ination’s series of sweep examinations of soft-dollar arrangements, 
Inspection Report on the Soft Dollar Practices o f  Broker-Dealers, Invest­
ment Advisors and Mutual Funds. The SEC has defined soft-dollar 
practices as arrangements under which products or services other 
than the execution of securities transactions are obtained by an ad­
viser from or through a broker-dealer in exchange for the direction 
by the adviser of client brokerage transactions to the broker-dealer. 
The report describes the results of an examination the SEC con-
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ducted involving on-site inspections of the soft-dollar practices of 
seventy-five broker-dealers and 280 investment advisers and in­
vestment companies. The report includes examination findings 
for investment companies, as well as for investment advisers and 
broker-dealers, including identification of payments that were 
not made in accordance with the SEC’s interpretations of 
arrangements that are covered by Section 28(e) of the 1934 Act, 
which governs soft-dollar transactions. The report also included 
four recommendations, noting that the SEC should—
• Reiterate guidance with respect to the Section 28(e) safe har­
bor for “brokerage and research services” provided through 
the use of soft dollars, including guidance on the obliga­
tion of investment companies to disclose the effect of using 
fund commissions to reduce fund expenses and provide 
additional guidance with respect to soft dollars. See the 
discussion titled “SEC Annual ‘Dear CFO’ Letter” in this 
section of the Audit Risk Alert.
• Consider adopting recordkeeping requirements that pro­
vide greater accountability for soft-dollar transactions and 
allocations.
• Modify Form ADV to require more meaningful soft-dollar 
disclosure.
• Encourage advisers to strengthen their internal control pro­
cedures relating to soft-dollar activities.
Reminder—As discussed in the Audit Risk Alert Investment Compa­
nies Industry Developments—1998/99, in 1998, the SEC adopted 
amendments to Form N-1A, the form used by mutual funds to reg­
ister under the 1940 Act and to offer their shares under the 1933 Act.
SEC Annual “Dear CFO” Letter
What are the significant issues raised in the most recent “Dear CFO” letter?
The accounting staff of the Division of Investment Management of 
the SEC periodically issues a generic letter addressed to the chief 
financial officers (CFOs) of investment company registrants (regis-
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trants) and their independent public accountants outlining key 
issues addressed by the SEC during the year. These letters point 
out the SEC’s areas of concern and accordingly may alert the 
auditor to high-risk issues that could affect assertions contained 
in the financial statements of investment companies. The fol­
lowing summary highlights the areas of concern cited in the 
December 1998 letter.
Average Commission Rate Disclosure
The SEC adopted final amendments to Form N-1A in March
1998. The final amendments included several changes to the fi­
nancial highlights table, including elimination of the disclosure 
of the average commission rate from the prospectuses of open- 
end investment companies. Several closed-end investment com­
panies have asked whether the average commission rate must be 
included in their prospectuses and shareholder reports. The letter 
indicates that because the same considerations underlying the 
elimination of the average commission rate from open-end in­
vestment company prospectuses and shareholder reports also 
apply to closed-end investment companies, there is no objection 
if closed-end investment companies do not disclose the average 
commission rate in their prospectuses or shareholder reports.
Organization Costs for Open-End Investment Companies
The letter indicates that as a result of the issuance of Statement of 
Position (SOP) 98-5, Reporting on the Costs o f  Start-up Activities, by 
the Accounting Standards Executive Committee (AcSEC), organi­
zation costs will be treated in one of the following manners:
1. As a direct expense to the investment company
2. As an expense to the investment company and a simulta­
neous reimbursement by the sponsor, in accordance with a 
reimbursement or excess expense plan
3. As an expense of the investment company sponsor, if it in­
tends to incur organization costs on behalf of the invest­
ment company
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When organization costs are charged as expenses of the investment 
company, as in items 1 and 2 in the preceding list, the financial 
statements of the investment company that are a part of its regis­
tration statement should include a statement of operations be­
cause the investment company has operating activity. The SEC 
staff will not require a statement of operations if the conditions 
specified in item 3 apply.
The letter also reminds recently formed registrants that this SOP 
permits capitalization of organization costs only if the investment 
company shares are sold to independent third parties before June 
30, 1998. Otherwise, the organization costs should be immedi­
ately written off as an expense, reimbursed directly by the invest­
ment company sponsor, or both.
For additional discussion of SOP 98-5, see the discussion titled 
“Reporting on the Costs of Start-up Activities” in the “Accounting 
Issues and Developments” section of this Audit Risk Alert.
Financial Reporting for a Master-Feeder Structure
The letter addresses questions received regarding the reporting re­
quirements for the master-feeder arrangement, a complex invest­
ment company structure. In circumstances in which the master 
and the feeder have different fiscal year ends, the letter notes that 
at each feeder investment company year end, the feeder’s audited 
shareholder report can be accompanied by the master’s latest 
audited shareholder report and unaudited balance sheet, as well as 
the master’s schedule of investments as of the date of the feeder fi­
nancial statements. The letter reminds registrants that the portfolio 
turnover rate for the master should be disclosed in the financial 
highlights table contained in the shareholder report and registra­
tion statement of the feeder. For additional discussion, see the 
“Competitive Environment” section of this Alert.
Change in Accountants
The letter addresses the procedures that investment companies 
must follow when there is a change in accountants. The letter 
states that investment companies should report an accountant
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change in Item 77K of Form N-SAR. In addition, the letter reminds 
registrants that there is a reporting requirement for investment com­
panies under Forms N-1A and N-2. To satisfy the reporting require­
ment of Forms N-1A and N-2, investment companies should 
include a narrative summary in the notes to the financial statements 
contained in shareholder reports, in management’s discussion of the 
investment company performance, or as supplemental information 
contained in the investment company’s shareholder report. Invest­
ment companies should include this information in the first share­
holder report that is issued subsequent to the Board of Directors’ 
approval. The summary disclosure should conform to the require­
ments of Item 304 of Regulation S-K.
Updating Performance Data in the Bar Chart
Registrants have asked whether an investment company must up­
date the performance information in the bar chart required in the 
prospectus of an open-end investment company when a calendar 
year end or calendar quarter end passes after the investment com­
pany has filed a post-effective amendment to its registration state­
ment but before the effective date. Item 2(c) (2) (ii) of Form N-1A 
requires an investment company to provide its total returns for 
each of the last ten calendar years in a bar chart. This item further 
requires the inclusion of year-to-date return information as of the 
most recent quarter in a footnote to the bar chart, if the invest­
ment company’s fiscal year end is other than the calendar year 
end. The letter notes that these requirements are interpreted to 
mean that an investment company must disclose return informa­
tion as of the calendar year end or calendar quarter end most re­
cently completed before the date the investment company files its 
post-effective amendment that includes its financial statements.
Directed Brokerage Reporting in Financial Statements
The letter notes that the sweep examination of soft-dollar arrange­
ments discussed earlier in this section of the Audit Risk Alert re­
vealed that many investment companies failed to “gross up” 
expenses paid for under directed brokerage and certain expense off­
set arrangements, for example, compensating balance arrange­
ments. According to the study, some investment companies failed
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to gross up their expenses because the amounts were not deemed 
to be material. The letter states that rule 6-07 of regulation SX re­
quires the grossing up of expenses regardless of materiality. How­
ever, if an investment company has grossed-up its expenses in the 
statement of operations, there is no objection if the investment 
company omits the expense offset line if the rounded amount is 
zero. Under these circumstances, the investment company should 
disclose in a footnote the existence of the arrangements and state 
the total amount of the expenses that were paid under directed 
brokerage and expense offset arrangements.
Financial Data Schedules
The letter states that financial data schedules are no longer required 
from registrants who file on Form N-4 and Form S-6. These 
forms have been removed from the Filer Manual Appendix E list 
of investment company forms requiring an Article 6 financial 
data schedule.
Audit Issues and Developments
Competitive Environment
What are some of the issues that auditors of investment companies should 
consider in the current competitive environment?
Investment companies operated in an industry crowded with com­
petitors. By 1999, there were over 7,000 mutual funds, nearly 500 
closed-end funds, and over $5 trillion invested in mutual funds. 
In addition, investment companies faced competition from other 
financial institutions, such as banks, broker-dealers and insurance 
companies, which are also competing for the available pool of in­
vestor funds. The competition among financial institutions has 
increased as the lines that differentiate between the various types 
of financial service entities continue to lessen.
Some investors who previously looked to professional money man­
agers to invest in the securities markets have also begun to feel em­
powered to direct their own equity trading activities as a result of the 
current bull market and the growth in online trading. It is estimated 
that there are more than 5 million investors who trade online, and
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the number is expected to grow rapidly over the next few years. 
The availability of financial information through the Internet 
and other sources, such as television, has provided investors with 
expanded access to financial information previously available 
only to professional money managers. Also, with the beginning 
of mutual fund supermarkets, where investors can buy hundreds 
of different funds without paying one-time sales commissions or 
transaction fees, some investment companies are losing a direct 
client relationship.
Technological Improvements
Working in this competitive environment, some investment 
companies have been trying to find new ways to reach prospec­
tive investors and maintain fund growth. More information is 
being provided to investors through the Internet, a development 
that has changed how investors buy, sell, and research mutual 
funds, and the percentage of investors who buy and sell mutual 
funds online continued to grow during the past year.
To meet the demands of investors and to implement the techno­
logical improvements needed to facilitate the rapid growth in 
electronic commerce, investment companies in 1999 continued 
to focus on information technology systems enhancements. SAS 
No. 31, Evidential Matter, as amended by SAS No. 80 (AICPA, 
Professional Standards, vol. 1, AU sec. 326), provides guidance to 
auditors on obtaining and evaluating evidential matter concern­
ing the assertions in financial statements including the financial 
statements of entities that transmit, process, maintain, or access 
significant information electronically.
Help Desk—The AICPA Auditing Procedure Releases (APR)
The Information Technology Age: Evidential Matter in the Elec­
tronic Environment (Product No. 021068kk) provides auditors 
with nonauthoritative guidance on implementing SAS No. 31.
The APR describes electronic evidence and its implications and 
presents two case studies that illustrate various audit approaches. 
Other relevant APSs include Audit Implications o f  EDI (Product 
No. 021060kk) and Audit Implications o f  Electronic Document 
Management (Product No. 021066kk).
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Complex Capital Structures
Responding to competitive pressures, investment companies 
sought to enhance existing ways for distributing their products to 
investors. To meet investor needs, certain load funds have changed 
to no-load versions, and conversely some investment companies 
that have traditionally sold no-load funds directly to investors have 
started adding load funds. Other fee structures have been estab­
lished in which the investor can choose to pay a set fee based on a 
percentage of assets rather than a front-end load for an individual 
fund purchase. Also, some mutual funds have started to add re­
demption fees to discourage “in and out” activity of market timers.
To accomplish these goals, mutual funds increasingly are adopting 
complex capital structures. The most common of these are multi­
ple-class and master-feeder funds. The adoption of such funds may 
raise additional accounting and tax issues for auditors to consider.1
Multiple-Class Funds. Under a multiple-class structure, different 
classes of shares are offered with various combinations of sales loads 
(both front-end and contingent deferred sales loads on redemp­
tion) and rule 12b-1 distribution fees. One or more classes of 
shares may be offered on a no-load basis either to institutions or de­
fined contribution (such as 401(k)) pension plans. From an ac­
counting standpoint, the principal issue is the allocation of daily 
portfolio activity and fund expenses among the various classes. 
Rule 18f-3 under the 1940 Act establishes allocation standards for 
SEC-registered multiple-class funds. Tax issues relate principally to 
the declaration of dividends from various classes of shares, particu­
larly prohibitions against the declaration of “preferential divi­
dends,” which can jeopardize tax qualification under Subchapter 
M of the Internal Revenue Code (IRC). Principal tax guidance on 
these issues can be found in Revenue Ruling 96-47. However, sev­
eral important issues, notably the treatment of waivers and reim­
bursements of fund expenses, remain unsettled at the time of the 
writing of this Audit Risk Alert, pending further IRS guidance.
1. On October 28, 1999, the Internal Revenue Service released Revenue Procedure 99-40, 
superseding Revenue Procedure 96-47, to address these issues.
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Master-Feeder Funds. Under a master-feeder structure, individual 
feeder funds offer shares and invest the proceeds in a common mas­
ter fund. In many cases, the master is organized as a partnership and 
registered under the 1940 Act, but not under the 1933 Act. This 
structure allows feeders to target specific distribution channels for a 
particular investment product while gaining the economies of scale 
of managing the related investments in a single portfolio. Account­
ing and tax issues raised by master-feeder structures are to some ex­
tent similar to those of multiple-class funds. Daily activity of the 
master must be allocated to each feeder to properly compute the 
feeders’ daily net asset values. Additionally, a master fund electing to 
be taxed as a partnership must allocate activity on a tax basis to pro­
vide each feeder with a Form K-1 tax return at the end of the mas­
ter’s tax year. Because feeders may contribute and withdraw assets 
daily in tandem with feeder shareholder activity, allocation formulas 
may become complex. “Preferential dividend” issues similar to those 
encountered by multiple-class funds may also arise. Also, financial 
reporting requirements for master-feeder structures are more exten­
sive than for other types of funds, and have been discussed in vari­
ous SEC “Dear CFO” letters. See the discussion titled “SEC Annual 
‘Dear CFO’ Letter” in this Audit Risk Alert.
Merger Activity
An additional result of the competitive environment is an increased 
number of mergers of investment companies, to rationalize prod­
uct offerings and, in some cases, to convert duplicate funds to mul­
tiple-class structures. Auditors involved in fund mergers should 
consult the instructions to SEC Form N-14 and Article 11 of regu­
lation SX, as well as prior SEC “Dear CFO” letters, to understand 
the requirements for pro forma financial statements in merger 
proxy statement and prospectus filings. Additionally, the deter­
mination of the accounting survivor in a fund merger may be 
complex, and at times the legal survivor may not be the accounting 
survivor. The SEC staff has stated that continuity and dominance 
in the following criteria should be considered in identifying the 
accounting survivor:
• Portfolio management
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• Portfolio composition
• Investment objectives, policies and restrictions
• Expense structures and ratios
• Relative asset size
Auditors should consider the impact of structural changes resulting 
from merger activity on the investment company’s internal control. 
SAS No. 55, as amended, provides guidance on the independent au­
ditor’s consideration of an entity’s internal control in an audit of fi­
nancial statements in accordance with GAAS. As a merger can result 
in the gain or the loss of the investment company audit client, audi­
tors should also be familiar with the guidance in SAS No. 84, Com­
munications Between Predecessor and Successor Auditors (AICPA, 
Professional Standards, vol. 1, AU sec. 315). SAS No. 84 provides 
guidance on communications between predecessor and successor 
auditors when a change of auditors is in process or has taken place.
Executive Summary— Competitive Environment
• Investment companies operate in an industry crowded with competi­
tors. Working in this competitive environment, some investment 
companies have been trying to find new ways to reach prospective in­
vestors and maintain fund growth.
• Mutual funds increasingly are adopting complex capital structures. 
The most common of these are multiple-class and master-feeder funds. 
The adoption of such funds may raise additional accounting and tax 
issues for auditors to consider.
• An additional result of the competitive environment is an increased 
number of mergers of investment companies, to rationalize product 
offerings and, in some cases, to convert duplicate funds to multiple- 
class structures.
Mutual Fund Distribution and Related-Party Transactions
Seeking to enhance the existing methods of product distribution 
to customers, certain investment companies that have tradition­
ally sold no-load funds directly to investors have started offering 
load funds to investors.
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The AICPA Audit and Accounting Guide Audits o f  Investment 
Companies (Guide) discusses issues that the auditor should con­
sider when addressing the accounting for transactions associated 
with the distribution of mutual funds. While many no-load 
funds sell their shares directly to the public, a separate distributor 
organization, often referred to as the principal underwriter, sells 
shares of a load fund. Chapter 1 in the Guide states that the dis­
tributor acts as an agent or a principal and sells the fund’s shares 
as a wholesaler through independent dealers or as a retailer 
through its own sales network. Shares are sold at net asset value, 
and often a sales charge (load) is added for the underwriters’ and 
dealers’ commissions.
Chapter 2 of the Guide states that if the underwriter is an affiliated 
entity, such auditing procedures as confirmation of transactions, 
examination of supporting documents, and written representations 
from the management of affiliated entities may be needed. These 
procedures are necessary because the fund is required, by rules 
under the 1940 Act, to disclose amounts paid to affiliates in con­
nection with their services to the investment company, such as 
commissions for sales of fund shares and brokerage commissions 
for fund portfolio transactions. If the auditor of the investment 
company is not the auditor of the affiliated entities, audit proce­
dures are facilitated if the auditor is granted access to the perti­
nent accounting records of those entities. Alternatively, the 
auditor may request that the affiliated entity engage its auditors 
to perform the necessary procedures.
Further, the auditor should become familiar with section 17 of the 
1940 Act and with related rules that contain certain prohibitions 
concerning transactions with affiliates. Regulation SX requires dis­
closure of more information about transactions with affiliates in 
prospectuses and annual reports to the SEC than is required in 
GAAP financial statements. Various rules of regulation SX require 
the financial statements of an investment company to state sepa­
rately investments in, investment income from, gain or loss on sales 
of securities of, and management or other service fees payable to 
controlled companies and other affiliates. The term affiliate means 
an affiliated person as defined in section 2(a)(3) of the 1940 Act,
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and the term control has the meaning given in section 2(a)(9) of the 
1940 Act.
SAS No. 45, Omnibus Statement on Auditing Standards—1983 
(AICPA, Professional Standards, vol. 1, AU sec. 334), provides 
guidance on the procedures that an auditor should consider when 
performing an audit of financial statement in accordance with 
GAAS to identify related-party relationships and transactions and 
to obtain satisfaction concerning the required financial statement 
accounting and disclosure. Amounts paid to affiliates or other 
related parties should be disclosed in accordance with Financial 
Accounting Standards Board (FASB) Statement of Financial 
Accounting Standards No. 57, Related Party Disclosures.
The Year 2000 Issue
What developments have taken place in the last year with respect to the 
Year 2000 Issue?
The investment company industry has maintained a significant 
focus on the Year 2000 Issue as January 1, 2000, approaches. 
Briefly, the Year 2000 Issue relates to the inability of many infor­
mation technology-based systems to accurately process year-date 
data beyond the year 1999 because of a long-standing practice of 
designing computer programs to store dates in the date/month/year 
(dd/mm/yy) format, thus allowing only two digits for each com­
ponent. Such programs will recognize the date January 1, 2000 
(01/01/00) as January 1, 1900, and process data incorrectly or per­
haps not at all.
Industry and Regulatory Developments
The SEC adopted final rules under the Advisors Act that require 
most registered investment advisers to report to the SEC on the sta­
tus of their year 2000 initiatives. Under new rule 204-5, invest­
ment advisers registered with the SEC having at least $25 million 
of assets under management, and advisers to a registered investment 
company were required to file Form ADV-Y2K with the SEC by 
December 7, 1998. An update of the form was required by June 7, 
1999. The SEC also provided guidance on Year 2000 Issue disclo-
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sure obligations in the Interpretative Release Statement o f  the Com­
mission Regarding Disclosure o f  Year 2000 Issues and Consequences 
by Public Companies, Investment Advisors, Investment Companies, 
and Municipal Securities Issuers. In November 1998 the SEC pub­
lished Frequently Asked Questions About the Statement o f  the Com­
mission Regarding Disclosure o f  Year 2000 Issues and Consequences by 
Public Companies to clarify earlier SEC guidance regarding Year 
2000 Issue disclosure obligations.
The SEC met regularly during the year with the Investment 
Company Institute (ICI) and other industry groups and repre­
sentatives to obtain data, promote readiness, and monitor the 
progress of industry assessment, remediation, disclosure, and 
contingency planning efforts. The SEC’s efforts related to the 
Year 2000 Issue also included on-site year 2000 reviews of invest­
ment advisers’ Year 2000 Issue compliance efforts and cause ex­
aminations following the adoption of the disclosure requirements 
of Form ADV-Y2K. During the past year, the SEC has brought 
enforcement actions against investment advisers who failed to file 
a timely Form ADV-Y2K.
The SEC provided an update on the Year 2000 Issue in the July
1999 report Third Report on the Readiness o f  the United States Secu­
rities Industry and Public Companies to Meet the Information Process­
ing Challenges o f  the Year 2000. The report discusses the SEC staff’s 
findings on the securities industry’s readiness for the year 2000, in­
cluding investment companies and investment advisers.
To evaluate the status of year 2000 remediation efforts and iden­
tify areas where additional efforts were needed, industry-wide 
testing sponsored by the Securities Industry Association (SIA), 
working closely with the SEC, had been conducted and com­
pleted in March and April of 1999. Almost 400 broker-dealers, 
mutual funds, and service bureaus participated, as well as U.S. se­
curities exchanges, NASDAQ, clearing agencies and the Deposi­
tory Trust Company. The test results noted very few Year 2000 
Issue system errors, accounting for .02 percent of test results. The 
SEC continued to work during the year with the SIA, self-regula­
tory organizations, and other federal regulators to complete fur­
ther year 2000 testing.
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Auditing Issues
Auditors should be aware of the many auditing and accounting con­
siderations that arise out of the Year 2000 Issue, including audit 
planning, going-concern issues, establishing an understanding with 
the client, valuation, impairment, revenue and expense recognition, 
and disclosure. A comprehensive discussion of these considerations 
can be found in the AICPA general Audit Risk Alert—1999/2000.
The AICPA continues to be active in creating awareness of the Year
2000 Issue among its members and the public and providing guid­
ance to auditors regarding their responsibilities in audits leading up 
to the year 2000 through published books, articles, and other mate­
rials, including—
• The AICPA publication The Year 2000 Issue—Current 
Accounting and Auditing Guidance.2 The publication pro­
vides a wealth of information for auditors including dis­
cussions relating to the following:
-  Introduction to and implication of the Year 2000 Issue
-  Industry-specific considerations
-  Financial reporting issues
-  Auditing issues
-  Disclosure considerations
-  Auditor communications
-  Practice management issues
• AICPA’s Web site at www.aicpa.org/members/y2000/intro. 
htm provides a year 2000 resource page with links to many 
useful sites as well.
Additional information relating to the Year 2000 Issue is available 
on the Internet at the National Bulletin Board for the Year 2000— 
www.year2000.com.
2. With regard to this publication, the SEC Interpretation on Year 2000 Issues states 
that “although the term may be used throughout the AICPA’s guidance, perhaps sug­
gesting that the guidance is discretionary, we believe that the procedures outlined by 
the AICPA should be considered appropriate practice at this time and we expect 
companies and their auditors to comply with that guidance. If they do not, they 
should be prepared to justify why the procedures were not followed.”
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Executive Summary— The Year 2000 Issue
• The Year 2000 Issue relates to the inability of many electronic data 
processing systems to accurately process year-date data beyond the 
year 1999. Programs will recognize the date January 1, 2000 (01/01/00) 
as January 1, 1900, or perhaps not at all.
• The SEC, AICPA, and industry trade groups have taken various 
measures to guide investment companies in their preparations for the 
year 2000.
• Auditors should be aware of the many auditing and accounting con­
siderations that arise out of the Year 2000 Issue, including audit plan­
ning, going-concern issues, establishing an understanding with the 
client, revenue and expense recognition, and disclosure.
Money Laundering and the Auditor’s Consideration of Illegal Acts3
What is money laundering? What are the auditor’s responsibilities with 
respect to money laundering?
Money laundering is the funneling of cash or other funds generated 
from illegal activities through legitimate businesses to conceal the 
initial source of the funds. Money laundering is a global activity 
and, like the illegal activities that give it sustenance, it seldom re­
spects local, national, or international jurisdiction. Current esti­
mates of the size of the global annual “gross money laundering 
product” range from $300 billion to $1 trillion.4
Criminals use a wide variety of financial institutions and profes­
sional advisers to launder the proceeds of crime, and, according to 
the U.S. Department of Treasury, securities investment companies 
may also be vulnerable. The evolving dynamics of the industry— 
mergers and acquisitions, broader product lines, new technologies, 
and new distribution channels—generate important business 
opportunities, but they also generate risks for securities investment 
companies, including increased money laundering vulnerability.
3. The U.S. Department o f Treasury has had significant input in drafting the content of 
this section of the Alert. As such, it provides auditors of investment companies with a 
unique insight into how federal regulators view this important area of concern.
4. By definition, money launderers are in the business of cloaking their activities and rev­
enue, making this approximation difficult.
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As these industry trends continue, as money launderers increas­
ingly look for a wide range of financial services and conservative, 
legitimate-appearing asset holdings, and as greater regulatory re­
quirements for banks and other nonbank financial institutions 
make it more difficult for them to evade detection, the securities 
investment company industry may become increasingly vulnerable 
to money laundering and more attractive to money launderers.
While money laundering activities and methods become increasingly 
complex and ingenious, its “operations” tend to consist of three basic 
stages or processes—placement, layering, and integration.
Placement is the process of transferring the actual criminal pro­
ceeds, whether in cash or in any other form, into the financial sys­
tem in such a manner as to avoid detection by bank and nonbank 
financial institutions and government authorities. Money laun­
derers pay careful attention to national laws, regulations, gover­
nance, trends, and law enforcement strategies and techniques to 
keep their proceeds concealed, their methods secret, and their pro­
fessional resources anonymous. A common placement technique 
is the structuring5 of cash deposits into legitimate financial institu­
tion accounts, converting cash into other monetary instruments, 
and using these instruments to make investments. Another place­
ment technique that investment companies should look out for is 
customers’ making large deposits and investments with laundered 
proceeds in the form of monetary instruments, bearer instru­
ments, or third-party checks.
Layering is the process of generating a series or layers of transactions 
to distance the proceeds from their illegal source and to obfuscate 
the audit trail in doing so. Common layering techniques include 
outbound electronic fund transfers, usually directly or subsequently 
into a “bank secrecy haven” or a jurisdiction with more liberal 
recordkeeping and reporting requirements; withdrawals of already- 
placed deposits in the form of highly liquid monetary instruments, 
such as money orders and travelers checks; and requests for account
5. Structuring means breaking up large amounts of currency into smaller amounts to 
conduct transactions in such a manner as to avoid suspicion and detection.
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transfers or checks made payable to third parties with whom the ac­
count-holder appears to have no obvious relationship.
Integration, the final money laundering stage, is the unnoticed rein­
sertion of successfully laundered untraceable proceeds into an econ­
omy. This is accomplished through a wide variety of spending, 
investing, and lending techniques and cross-border, legitimate- 
appearing transactions.
Money launderers tend to use the victimized business entity as a 
conduit for illicit funds that need to be distanced from their 
source as quickly as possible in an undetected manner. Conse­
quently, it is less likely that money laundering will be detected in 
financial statement audits than other types of illegal activities. In 
addition, money laundering activity is more likely to cause assets 
to be overstated rather than understated, with shorter-term fluc­
tuations in account balances rather than cumulative changes. 
Money laundering is considered to be an illegal act with an indi­
rect effect on financial statement amounts under SAS No. 54. 
Under SAS No. 54, the auditor should be aware of the possibility 
that such illegal acts may have occurred. If specific information 
comes to the auditor’s attention that provides evidence concern­
ing the existence of possible illegal acts that could have a material 
indirect effect on the financial statements, the auditor should 
apply audit procedures specifically directed to ascertaining 
whether an illegal act has occurred.
Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication of cases.
A description of federal regulations pertaining to money laundering 
appears in appendix B of this Alert.
Executive Summary— Money Laundering and the Auditor’s 
Consideration of Illegal Acts
• Money laundering is a global activity in which cash or other funds 
from illegal activities are funneled through legitimate businesses to 
conceal the initial source of funds.
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• Money laundering usually results in large amounts of illicit proceeds 
that need to be distanced from their source as quickly as possible, 
and is less likely to be detected in a financial statement audit than 
other types of illegal activities.
• Under SAS No. 54, money laundering is considered to be an illegal 
act with an indirect effect on financial statement amounts. The au­
ditor does not have a detection responsibility for such illegal acts. 
However, auditors should be aware of the possibility that such illegal 
acts may have occurred.
Corporate Governance
What are some of the recent developments in corporate governance of 
investment companies?
During 1999, the SEC Chairman Arthur Levitt announced that 
the SEC had taken on a major initiative to improve investment 
company governance and called on the mutual fund industry to 
enhance the role of independent directors.
In February 1999, the SEC sponsored a Roundtable on the Role of 
Independent Investment Company Directors, with the purpose of 
exploring ways of improving the effectiveness of independent di­
rectors. At the roundtable, participants, including investment in­
dustry leaders, independent directors, academics, and SEC 
officials, formed two panels to discuss the responsibilities of inde­
pendent directors. Additional panels were formed to address the 
following matters:
• Negotiation of fees and expenses
• Fund distribution arrangements
• Fund portfolio brokerage
• Valuation of a fund’s portfolio securities and portfolio liq­
uidity
• Fund disclosure and communications
• Role of directors in acquisitions of investment advisers and 
reorganizations of funds
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• Issues for independent directors of closed-end funds, vari­
able insurance product funds and bank-related funds
In October 1999, the SEC proposed several reforms to the gover­
nance structure to enable better protection and service to fund 
shareholders. The reforms would—
• Require investment company boards to have a majority of 
independent directors.
• Require independent directors to nominate any new inde­
pendent directors.
• Require that outside legal counsel for independent direc­
tors should be independent from the management of the 
investment company to ensure that directors get accurate 
and objective information.
• Require that fund shareholders should have more specific 
information about which to judge the independence of their 
fund directors.
The final proposal would be addressed by requiring more detailed 
information about fund directors in both annual shareholder re­
ports and in statements of additional information.
Additionally, following a call by the SEC Chairman to act with the 
SEC to improve fund governance, the ICI formed the Advisory 
Group on Best Practices for Fund Directors. In June 1999, the advi­
sory group issued a report, Enhancing a Culture o f  Independence and 
Effectiveness. In this report, the advisory group presented fifteen rec­
ommendations for practices that are designed to enhance the effec­
tiveness and operations of fund boards. The advisory groups report 
recommends that—
1. At least two-thirds of the directors of all investment compa­
nies should be independent directors.
2. Former officers or directors of a funds investment adviser, 
principal underwriter, or certain of their affiliates should not 
serve as independent directors of the fund.
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3. Independent directors should be selected and nominated by 
the incumbent independent directors.
4. Independent directors should establish appropriate compen­
sation for serving on fund boards.
5. Fund directors should invest in funds on whose boards 
they serve.
6. Independent directors should have qualified investment com­
pany counsel independent from the investment adviser and 
the fund’s other service providers. Also, independent directors 
should have express authority to consult with the fund's inde­
pendent auditors or other experts as appropriate when faced 
with issues that they believe require special expertise.
7. Independent directors should complete annually a ques­
tionnaire on business, financial, and family relationships, if 
any, with the adviser, principal underwriter, other service 
providers and their affiliates.
8. Investment company boards should establish audit com­
mittees composed entirely of independent directors, which 
should—
-  Meet with the fund’s independent auditors at least once a 
year outside the presence of management representatives.
-  Secure from the auditor an annual representation of its in­
dependence from management.
-  Have a written charter that spells out its duties and powers.
9. Independent directors should meet separately from manage­
ment in connection with their consideration of the fund’s ad­
visery and underwriting contracts and otherwise as deemed 
appropriate.
10. Independent directors should designate one or more lead 
independent directors.
11. Fund boards should obtain directors’ and officers’ errors and 
omissions insurance coverage or indemnification from the
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fund that is adequate to ensure the independent directors’ 
independence and effectiveness.
12. Investment company boards of directors should generally be 
organized either as a unitary board for all the funds in a com­
plex or as cluster boards for groups of funds within a com­
plex, rather than as separate boards for each individual fund.
13. Fund boards should adopt policies on retirement of directors.
14. Fund directors should periodically evaluate the board’s effec­
tiveness.
15. New fund directors should receive appropriate orientation, 
and all fund directors should keep abreast of industry and 
regulatory developments.
The full text of the advisory group’s report can be obtained at the 
ICI Web site, at www.ici.org.
The ICI’s board of governors unanimously approved a resolution 
in July 1999 that strongly endorsed the recommendations in this 
report, which SEC Chairman Levitt commended as an important 
step forward in enhancing the effectiveness of fund directors.
Executive Summary— Corporate Governance
• During 1999, SEC Chairman Arthur Levitt announced that the SEC 
had taken on a major initiative to improve investment company gov­
ernance and called on the mutual fund industry to enhance the role of 
independent directors.
• In February 1999, the SEC sponsored a Roundtable on the Role 
of Independent Investment Company Directors, with the purpose 
of exploring ways of improving the effectiveness of independent 
directors.
• In October 1999, the SEC proposed several reforms to the governance 
structure to enable better protection and service to fund shareholders.
• The ICI formed the Advisory Group on Best Practices for Fund Di­
rectors and in June 1999, the Advisory Group issued a report contain­
ing fifteen recommendations for practices that are designed to enhance 
the effectiveness and operations of fund boards.
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Independence Standards
What is the Independence Standards Board? What new rules has the 
Independence Standards Board issued?
The Independence Standards Board (ISB) was established in 
1997 as part of an agreement between the AICPA and the SEC to 
establish and improve standards relating to auditor independence 
for SEC registrants. The ISB also provides guidance to practition­
ers regarding independence matters. The SEC recognized the ISB 
as an authoritative rulemaker on questions of auditor indepen­
dence in Financial Reporting Release No. 50.
The ISB pronouncements apply to auditors of publicly held en­
tities only. ISB functioning does not affect the authority of state 
licensing or disciplinary authorities regarding auditor indepen­
dence. Also, it does not affect the AICPA rules on independence as 
they relate to audits of nonpublic entities. The second general 
standard of GAAS (AICPA, Professional Standards, vol. 1, AU sec. 
150.02) requires that in all matters relating to the audit engage­
ment, an independence in mental attitude is to be maintained by 
the auditor. SAS No. 1 (AICPA, Professional Standards, vol. 1, AU 
sec. 220.03) provides that “ to be independent, the auditor must 
be intellectually honest; to be recognized as independent, he 
must be free from any obligation to or interest in the client, its 
management, or its owners.”
In 1999, the ISB issued its first statement, ISB Standard No. 1, 
Independence Discussions with Audit Committees. This Standard 
applies to any auditor intending to be considered an independent 
accountant with respect to a specific entity within the meaning of 
the Securities Acts administered by the SEC. Under this Stan­
dard, an auditor, at least annually, should—
• Disclose to the audit committee of the company (or the 
board of directors if there is no audit committee), in writ­
ing, all relationships between the auditor and its related en­
tities and the company and its related entities that in the 
auditor’s professional judgment may reasonably be thought 
to bear on independence.
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• Confirm in a letter that, in its professional judgment, it is 
independent of the company within the meaning of the 
Securities Acts.
• Discuss the auditor’s independence with the committee.
These communications are required with respect to audits of com­
panies with fiscal years ending after July 15, 1999.
A comprehensive discussion of independence issues can be found 
in the AICPA general Audit Risk Alert. Additional information 
on the activities of the ISB is available on the ISB Web site at 
www.cpaindependence.org.
Securities Valuation Considerations
What are some of the audit issues associated with an investment 
company’s valuation of its securities portfolio?
The most significant portion of an investment company’s assets is 
its securities portfolio, which is stated at value or an estimate of 
value. The process of valuing the securities in an investment com­
pany’s portfolio can be routine for some securities, and quite 
complex for others. Chapter 2 of the Audit and Accounting 
Guide Audits o f  Investment Companies (Guide) discusses invest­
ment accounts, including investment securities valuation. In gen­
eral, the objective of securities valuation is to state securities in 
financial statements at amounts that represent what could have 
been realized in a current sale. When bona fide offers to buy are 
not present, a market value for a security may not be readily as­
certainable. In such cases, good faith estimates of fair value may 
be made using procedures approved by a fund’s board of direc­
tors. Such procedures are designed to approximate the values that 
would have been established by market forces, but these values 
are inherently subject to uncertainties.
Paragraph 2.158 in the Guide states that the independent auditor 
does not act as an appraiser for security values estimated in good 
faith by the board of directors and is not expected to substitute 
the auditor’s judgment for that of the fund directors. Instead the 
auditor should review the company’s procedures for its continu-
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ing appraisal of such securities, determine whether the methods 
established for valuation are followed, and make certain that 
these methods have been reviewed and approved currently by the 
board of directors. The auditor should review the procedures ap­
plied by the directors in valuing such securities and inspect un­
derlying documentation to determine whether the procedures are 
reasonable and the documentation is appropriate. The auditor 
should also become familiar with the provisions of the SEC’s 
guidance on the subject of valuation in section 404.03 of the 
SEC’s Codification of Financial Reporting Policies.
Auditors looking at documentation of a securities valuation that is 
based on quotations from securities exchanges may wish to con­
sider recent technological developments that have brought changes 
to the securities markets. Traditional stock exchanges, such as the 
NYSE and NASDAQ, are proceeding with preparations to extend 
trading hours. Also, a growing number of alternative trading sys­
tems, including electronic communication networks have been de­
veloped, where buyers and sellers in securities are matched for a 
commission. These developments have resulted in increased oppor­
tunities for extended trading hours beyond the trading hours of the 
traditional stock exchanges. The after-hours trading period brings 
additional considerations regarding liquidity and price volatility 
that distinguish this trading period from the regular trading day. 
While at the date of the writing of this Audit Risk Alert these de­
velopments have yet to significantly affect investment companies, 
auditors should monitor the progress of these developments 
throughout the remainder of 1999 and into 2000 to gain an un­
derstanding of the ways they are affecting fund controls and ac­
counting and valuation policies.
New Audit and Attestation Standards
What new audit and attestation standards has the AICPA issued 
since the last Audit Risk Alert that affect engagements involving 
investment companies?
In this section we present brief summaries of recently issued audit­
ing and attestation pronouncements. The summaries are for infor-
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mational purposes only and should not be relied on as a substitute 
for a complete reading of the applicable standard.
As of the writing of this Audit Risk Alert, no new SASs had been 
issued during 1999. For a discussion of the outstanding exposure 
drafts for proposed SASs see the discussion titled “ASB Exposure 
Drafts Outstanding” in the “On the Horizon” section of this Audit 
Risk Alert.
Also, as a reminder, SAS No. 87, Restricting the Use o f  an Auditors 
Report (AICPA, Professional Standards, vol. 1, AU sec. 532), became 
effective for reports issued after December 31, 1998. The SAS pro­
vides guidance to auditors in determining whether an engagement 
requires a restricted-use report and if so, the elements to include in 
that report. Appendix B of this SAS includes a list of illustrative au­
ditors’ reports in the AICPA Audit and Accounting Guide Audits o f  
Investment Companies that require conforming changes as a result 
of the guidance in SAS No. 87.
SSAE No. 9
The ASB issued Statement on Standards for Attestation Engage­
ments (SSAE) No. 9, Amendments to Statement on Standards fo r  
Attestation Engagements Nos. 1, 2, and  3, in January 1999. SSAE 
No. 9 amends SSAE No. 1 (AICPA, Professional Standards, vol. 1, 
AT sec. 100); SSAE No. 2 (AICPA, Professional Standards, vol. 1, 
AT sec. 400); and SSAE No. 3 (AICPA, Professional Standards, 
vol. 1, AT sec. 500). While practitioners are still permitted to re­
port on management’s assertion, SSAE No. 9 provides practition­
ers with the option of reporting directly on the subject matter of 
the assertion. SSAE No. 9 also conforms the reporting guidance 
in the aforementioned SSAEs to include reporting elements sim­
ilar to those in audit reports on historical financial statements, 
and provides guidance on the relationship between the SSAEs 
and the statements on quality control standards. SSAE No. 9 is 
effective for reports issued on or after June 30, 1999.
40
Accounting Issues and Developments 
New FASB Pronouncements
What new accounting standards has the FASB issued in 1999 that affect 
investment companies?6
In this section we present brief summaries of recently issued ac­
counting pronouncements. The summaries are for informational 
purposes only and should not be relied on as a substitute for a 
complete reading of the applicable standard.
Technical Corrections
FASB Statement No. 135, Rescission o f  FASB Statement No. 75 and 
Technical Corrections, was issued in February 1999 and is effective 
for financial statements issued for fiscal years ending after February
15, 1999. FASB Statement No. 135 amends existing authoritative 
literature to make various technical corrections, clarify meanings, 
or describe applicability under changed conditions. FASB State­
ment No. 135 also rescinds FASB Statement No. 75, Deferral o f  the 
Effective Date o f  Certain Accounting Requirements fo r  Pension Plans 
o f  State and Local Governmental Units.
Accounting for Derivatives
FASB Statement No. 137, Accounting fo r  Derivative Instruments and 
Hedging Activities—Deferral o f  the Effective Date o f  FASB State­
ment No. 133, was issued in June 1999. This Statement delays the 
effective date of FASB Statement No. 133, Accounting fo r  Deriva­
tive Instruments and Hedging Activities, for one year to fiscal years 
beginning after June 15, 2000, and is applicable to both quarterly 
and annual financial statements. FASB Statement No. 133 estab­
lished the accounting and reporting standards for derivative in­
struments, including certain derivative instruments embedded in 
other contracts, and for hedging activities.
6. This section of this Alert summarizes the new FASB pronouncements issued in 1999 
through FASB Statement No. 137 that impact Investment Companies. Auditors 
should refer to the full text of these accounting pronouncements. For a comprehensive 
listing of all accounting pronouncements issued this year, see the AICPA general Audit 
Risk Alert—1999/2000 (Product No. 022250kk).
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FASB Statement No. 125 Developments
What are some of the recent developments in application issues for 
FASB Statement No. 125?
After the issuance of FASB Statement No. 125, Accounting fo r  
Transfers and Servicing o f  Financial Assets and Extinguishments o f  
Liabilities, in June 1996, the FASB received a high volume of in­
quiries on the implementation of this Statement. A Special Re­
port, A Guide to Implementation o f  Statement 125 on Accounting 
fo r  Transfers and Servicing o f  Financial Assets and Extinguishments 
o f  Liabilities, was issued by the FASB staff to aid in the under­
standing and implementation of FASB Statement No. 125. The 
first edition of the Special Report was published in September
1998, followed by a second edition, published in December 1998, 
and a third edition, published in July 1999. The Special Report is 
organized in a question-and-answer format. The second and third 
editions of the report are cumulative documents, incorporating 
new questions and answers with questions and answers from pre­
vious editions.
The FASB issued an exposure draft of a proposed Statement of Fi­
nancial Accounting Standards, Accounting fo r  Transfers o f  Financial 
Assets, for comment in June 1999. This proposed Statement would 
amend FASB Statement No. 125, Accounting fo r  Transfers and Ser­
vicing o f  Financial Assets and Extinguishments o f  Liabilities, to—
• Clarify the criteria and expand the guidance for determining 
when the transferor has extinguished control and the trans­
fer is therefore accounted for as a sale.
• Adopt new accounting requirements for pledged collateral.
• Require new disclosures about securitizations and pledged 
collateral.
The proposed Statements includes various effective dates.
The FASB also issued an exposure draft of a proposed Technical 
Bulletin, Classification and Measurement o f  Financial Assets Securi­
tized Using a Special-Purpose Entity, for comment in August
1999. The proposed Technical Bulletin would provide guidance
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on accounting for financial assets securitized using a special-pur­
pose entity.
FASB Staff Announcement Topic D-767
Emerging Issues Task Force (EITF) Topic D-76, Accounting by 
Advisors fo r  Offering Costs Paid on Behalf o f  Funds, When the Advi­
sor Does Not Receive both 12b-1 Fees and Contingent Deferred Sales 
Charges, was revised in July 1999. The revision expands on EITF 
issue 85-24, Distribution Fees by Distributors o f  Mutual Funds 
That Do Not Have a Front-End Sales Charge, as it applies to distri­
bution plans of open-end investment companies permitted under 
rule 12b-1 of the 1940 Act. Some closed-end interval funds incur 
distribution-related fees similar to 12b-1 fees and impose early 
withdrawal charges similar to contingent deferred sales charges 
(CDSC) fees. Certain offshore funds not subject to regulation 
under the 1940 Act may incur fees that are substantially the same 
as 12b-1 fees and impose charges that are substantially the same 
as CDSC fees. The revision allows closed-end interval funds and 
offshore funds to account for offering costs incurred in the distri­
bution of those funds in a manner similar to the accounting 
agreed to under the consensus of EITF Issue 85-24.
Reporting on the Costs of Start-up Activities
As a reminder, SOP 98-5, Reporting on the Costs o f  Start-Up Activ­
ities, became effective for financial statements for fiscal years be­
ginning after December 15, 1998. This SOP provides guidance 
in the financial reporting of start-up costs and organization costs, 
requiring these costs to be expensed as incurred. The SOP ex­
empts investment companies that meet certain criteria from re­
porting the effect of the initial application of this SOP as a 
cumulative effect of a change in accounting principle. Entities 
meeting the specified criteria should—
7. FASB Staff announcements are technical matters discussed by the Emerging Issues Task 
Force that have long-term relevance and do not relate specifically to a numbered EITF 
Issue. The FASB Staff announcements can be found in Appendix D of EITF Abstracts.
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• Apply this SOP prospectively for all costs of start-up activities 
and organization costs incurred as of June 30, 1998.
• For costs previously deferred that continue to be reported as 
assets, continue to amortize these costs over the remaining 
life of the original amortization period used by the entity, 
or over a shorter period if the expected period of benefit is 
reduced.
The unamortized balance of deferred start-up costs or organization 
costs and the remaining amortization period should be disclosed.
On the Horizon
Exposure Draft— Proposed AICPA Audit and Accounting Guide 
Audits of Investment Companies
What are the highlights of the proposed AICPA Audit and Accounting 
Guide Audits of Investment Companies?
On September 22, 1998, the Investment Companies Committee 
of the AICPA Accounting Standards Division issued an exposure 
draft of the Audit and Accounting Guide Audits o f  Investment 
Companies (the proposed Guide). The proposed Guide, which has 
not been materially revised since 1987, would supersede the cur­
rent AICPA Audit and Accounting Guide Audits o f  Investment 
Companies (with conforming changes as of May 1, 1998), and 
SOP 93-2, Determination, Disclosure, and Financial Statement Pre­
sentation o f  Income, Capital Gain, and Return o f  Capital Distribu­
tions by Investment Companies.
The proposed Guide incorporates the following authoritative 
material specific to investment companies:
• SOP 89-2, Reports on Audited Financial Statements o f  Invest­
ment Companies
• SOP 89-7, Report on the Internal Control Structure in Audits 
o f  Investment Companies
• SOP 93-1, Financial Accounting and Reporting fo r  High- 
Yield Debt Securities by Investment Companies
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• SOP 93-4, Foreign Currency Accounting and Financial State­
ment Presentation fo r  Investment Companies
• SOP 95-2, Financial Reporting by Nonpublic Investment 
Partnerships
• SOP 95-3, Accounting fo r  Certain Distribution Costs o f  Invest­
ment Companies
The FASB did not object to the AICPA’s releasing for public 
comment the proposed Guide at its meeting in July 1998. Dur­
ing its deliberations, the FASB expressed concern that the scope 
of the proposed Guide may not be clear. Specifically, paragraph 
1.5 of the proposed Guide and of the current Guide states that, 
regarding venture capital investment companies, “the provisions 
of this Guide generally apply,” while paragraph 1.6 of the pro­
posed and current Guides lists the “attributes” of an investment 
company, which, when met, would require that the proposed and 
current Guides be applied. Those two paragraphs may be inter­
preted as being contradictory and may have resulted in diversity 
in practice. The FASB observed that the proposed Guide provides 
specialized accounting guidance for entities within its scope, par­
ticularly regarding the entity’s reporting of investments at fair 
value and not consolidating the accounts of certain investees. The 
chairman of the Accounting Standards Executive Committee 
(AcSEC) has acknowledged that diversity in practice exists with 
respect to application of the scope of the current Guide with re­
spect to venture capital investment companies. AcSEC added a 
separate SOP project to clarify the scope of the proposed Guide. 
Until that project is finalized, an entity should consistently follow 
its current accounting policies to determine whether the provi­
sions of the current Guide apply to investees of the entity or to 
the subsidiaries that are controlled by the entity. Further informa­
tion may be obtained in the FASB staff announcement in the 
EITF Topic No. D-74, Issues Concerning the Scope o f  the AICPA 
Guide on Investment Companies.
The comment period on the proposed Guide closed on December 
22, 1998. At its meeting on September 14, 1999, the AcSEC 
approved the submission of a final Guide to FASB for clearance,
45
subject to the AcSEC chairman’s clearance of revisions. With cer­
tain exceptions noted in the preface to the proposed Guide, 
changes in accounting and reporting requirements would be ap­
plied prospectively and be effective for annual financial state­
ments issued for fiscal years beginning after December 15, 2000, 
and for interim financial statements issued thereafter. Earlier ap­
plication is permitted.
FASB Exposure Drafts Outstanding8
What are some of the outstanding exposure drafts that have been released 
for comment by the FASB?
Exposure Draft— Consolidated Financial Statements
The FASB issued an exposure draft of a proposed Statement of Fi­
nancial Accounting Standards, Consolidated Financial Statements— 
Purpose and Policy, for comment in February 1999. This proposed 
Statement would establish standards for determining when entities 
should be included in consolidated financial statements. The pro­
posed Statement would apply to business enterprises and not-for- 
profit organizations that control entities regardless of the legal form 
of controlling and controlled entities. The proposed statement 
would not apply to financial statements of certain reporting entities, 
such as pension plans and investment companies, that carry sub­
stantially all their assets at fair value with all changes in value re­
ported in a statement of net income. The proposed statement would 
require that a controlling entity consolidate all entities that it con­
trols unless control is temporary at the time the entity becomes a 
subsidiary. The proposed Statement would supersede or amend 
various accounting pronouncements. Although investment compa­
nies are exempted from the requirements of the proposed standard,
8. This section o f the Alert discusses some o f the exposure drafts that have been released 
by the FASB for comment and which were outstanding at the time this Alert went to 
press. Auditors should be alert for the issuance of a final statement or interpretation 
or other developments related to these FASB projects. Further information related to 
these FASB projects can be obtained from the FASB Web site at www.fasb.org.
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investment advisers are not exempted from the proposed standard’s 
requirements.
Exposure Draft—Business Combinations and Intangible Assets
The FASB issued an exposure draft of a proposed Statement of Fi­
nancial Accounting Standards, Business Combinations and Intangible 
Assets, for comment in September 1999. The proposed Statement, 
among other things, would eliminate the pooling of interests 
method of accounting for business combinations.
Exposure Draft—Stock Compensation
The FASB issued an exposure draft of a proposed Interpretation of 
Accounting Principles Board Opinion (APB) No. 25, Accounting fo r  
Stock Issued to Employees, for comment in March 1999. The proposed 
Interpretation, Accounting fo r  Certain Transactions Involving Stock 
Compensation focuses on several practice issues identified as needing 
clarification by the FASB. The most significant issues are—
• Accounting for repriced options.
• Noncompensating Section 423 plans with look-back options.
• Subsidiary’s accounting for parent company stock issued to 
the subsidiary’s employees.
• Definition of employee for purposes of applying APB Opin­
ion No. 25.
Exposure Draft— Financial Assets
The FASB issued an exposure draft of a proposed Technical Bulletin, 
Classification and Measurement o f  Financial Assets Securitized Using 
a Special-Purpose Entity, for comment in August 1999. The pro­
posed Technical Bulletin would provide guidance on accounting 
for financial assets securitized using a special-purpose entity.
Also, the FASB issued an exposure draft of a proposed Statement of 
Financial Accounting Standards, Accounting fo r  Transfers o f  Finan­
cial Assets, for comment in June 1999. See the section tided “FASB 
Statement No. 125 Developments” in this Audit Risk Alert.
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ASB Exposure Drafts Outstanding9
What are some of the outstanding exposure drafts for proposed SASs 
that have been released for comment by the ASB?
Exposure Draft— Omnibus Statement on Auditing Standards
The ASB issued an exposure draft of a proposed SAS, titled Audit 
Adjustments, Reporting on Consistency, and Service Organizations 
(Omnibus Statement on Auditing Standards—1999). The proposed 
SAS provides guidance to auditors in three areas:
• Management's responsibility for the disposition of financial 
statement misstatements brought to its attention
• Changes in the reporting entity that require a consistency ex­
planatory paragraph in the auditor's report
• Determining whether information about a service organi­
zation's controls is needed to plan the audit
Exposure Draft—Auditing Financial Instruments
The ASB issued an exposure draft of a proposed SAS, Auditing 
Financial Instruments. The proposed SAS would supersede SAS 
No. 81, Auditing Investments (AICPA, Professional Standards, vol. 
1, AU sec. 332), and provide updated guidance on planning and 
performing auditing procedures for financial statement assertions 
about financial instruments. The ASB also plans to issue a Prac­
tice Aid to help auditors implement this proposed SAS.
Exposure Draft—Amendments to SAS Nos. 61 and 71
The ASB issued an exposure draft of a proposed SAS, Amendments 
to Statement on Auditing Standard No. 61, Communication With 
Audit Committees, and Statement on Auditing Standards No. 71, 
Interim Financial Information. The Report and Recommendations 
o f  the Blue Ribbon Committee on Improving the Effectiveness o f  Cor-
9. Note: This section of the Alert discusses some of the exposure drafts that the ASB has 
released for comment and that were outstanding at the time this Alert went to press. 
Auditors should be alert for the issuance of any final pronouncements or other de­
velopments related to these ASB projects. Further information related to these ASB 
projects can be obtained from the AICPA Web site at www.aicpa.org.
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porate Audit Committees (the Report) was released in March 1999. 
The blue ribbon committee, sponsored by the National Associa­
tion of Securities Dealers (NASD) and the NYSE, developed this 
report to put forth recommendations aimed at enhancing the effec­
tiveness of audit committees. The recommendations seek to 
strengthen the independence of the audit committee, make the 
audit committee more effective, and address mechanisms for ac­
countability among the audit committee, the outside auditors, and 
management. In response, the ASB established the Audit Commit­
tee Effectiveness Task Force to address the report’s recommenda­
tions. Two of the recommendations suggest changes to GAAS. As a 
result of the Committee’s recommendations, and in conjunction 
with actions expected to be taken by NYSE, NASD, and the SEC, 
in a collaborative effort to improve audit committee effectiveness, 
the task force reviewed SAS No. 61, Communication With Audit 
Committees (AICPA, Professional Standards, vol. 1, AU sec. 380), 
and SAS No. 71, Interim Financial Information (AICPA, Profes­
sional Standards, vol. 1, AU sec. 722), to determine if these sections 
should be amended to reflect recommendations 8 and 10 of the 
Report (see the Audit Risk Alert—1999/2000 for a summary of the 
Report’s recommendations). The ASB has issued an exposure draft 
of proposed amendments to SAS Nos. 61 and 71 that are respon­
sive to the recommendations. If approved, the amendments would 
become effective for fiscal and calendar years beginning in 2000.
ISB Exposure Draft Outstanding10
What exposure draft has been released for comment by the ISB?
In September 1999 the ISB issued exposure draft 99-1, Certain 
Independence Implications o f  Audits o f  Mutual Funds and Related 
Entities, for comment. The proposed Standard imposes specific 
restrictions on a firm that audits mutual funds. The firm as a 
whole, the audit engagement team, specified others, and certain
10. This section of the Alert discusses some of the exposure drafts that have been released 
by the ISB for comment and which were outstanding at the time this Alert went to 
press. Auditors should be alert for the issuance o f any final pronouncements or 
other developments related to ISB projects. Further information related to ISB 
projects can be obtained from the ISB Web site at www.cpaindependence.org.
49
of the firm’s retirement plans would have to be independent of all 
sister mutual funds and all related nonfund entities. The proposed 
standard would allow—
• All other partners and employees to invest directly in nonau­
dit client sister funds.
• Spouses and dependents of partners who do not serve on the 
engagement or serve in the work office to invest in audit 
client mutual funds through an employee benefit plan.
Decimalization
Decimalization refers to the conversion of securities from frac­
tional pricing (eighths and sixteenths of a dollar) to decimal pric­
ing (dollars and cents). The SEC has established a timetable for 
completing this change to decimal pricing, with a target conver­
sion date of June 30, 2000. Systems that compile, store, or dis­
play currently using fractional pricing will need to be converted 
to reflect decimal pricing.
To prepare for the conversion to decimalization, various industry 
trade groups as well as self-regulatory organizations have taken ac­
tive roles in addressing this change and preparing for the conver­
sion. In its Special Notice to Members No. 99-39, the NASD 
discusses securities industry efforts to prepare for decimalization. 
Also, the SLA has established a Decimalization Steering Committee 
along with four subcommittees (implementation, vendor interface, 
testing and communication, and regulatory liaison) to review the 
effects of conversion to decimal pricing. Some issues that have been 
identified are minimum price variation (MPV), quoting and trad­
ing volume, new emerging trading strategies, and capacity issues.
References for Additional Guidance
Further information on matters addressed in this Audit Risk Alert 
is available through various publications and services listed at the 
end of this document. Many nongovernment and some govern­
ment publications and services involve a charge or membership 
requirement.
50
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require 
the user to call from the handset of the fax machine; others allow 
the user to call from any phone. Most fax services offer an index 
document, which lists titles and other information describing 
available documents.
Many private companies, professional and trade associations, and 
government agencies allow users to read, copy, and exchange in­
formation electronically through the Internet’s World Wide Web.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces Investment Companies Industry Devel­
opments—1998/99.
Auditors should also be aware of the economic, industry, regula­
tory, and professional developments that may affect the audits they 
perform, as described in the AICPA general Audit Risk Alert— 
1999/2000 (Product No. 022250kk).
Copies of AICPA publications referred to in this document may 
be obtained by calling the AICPA Order Department at (888) 
777-7077 or faxing a request to (800) 362-5066.
The Audit Risk Alert Investment Companies Industry Developments 
is published annually. As you encounter audit or industry issues 
that you believe warrant discussion in next year’s Alert, please feel 
free to share them with us. Any other comments that you have 
about the Alert would also be greatly appreciated. You may email 
these comments to mkasica@aicpa.org or write to:
Maryann Kasica, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A
Auditor Web Sites
N ame o f  Web Site C on ten t In tern et Address
American Institute 
of CPAs (AICPA)
Summaries of auditing and 
other professional standards, 
legislative initiatives, and 
other AICPA activities
http://www.aicpa.org
Financial Accounting 
Standards Board (FASB)
Summaries of recent accounting 
pronouncements and other 
FASB activities
http://www.fasb.org
Securities and 
Exchange Commission 
(SEC)
SEC activities, public speeches, 
EDGAR filings, final and 
proposed rules, and enforce­
ment releases
http: / / www.sec.gov
Investment Company 
Institute
Site of the mutual fund industry 
trade association; comprehensive 
fund flow information; current 
industry, economic, regulatory, 
and legislative information
http://ici.org
U.S. Department 
of the Treasury
IRS tax policy, tax forms, and 
frequently asked questions
http: / / www.ustreas.gov
Mutual Fund Magazine Access to current and prior 
issues of Mutual Fund Magazine, 
a weekly newsletter
http://mfmag.com
Internet Bulletin 
for CPAs
CPA tool for Internet sites, 
discussion groups, and other 
resources for CPAs
http://www.kentis.com
/ib.html
AMG Data Services Up-to-date fund flow and 
asset information
http: //amgdata.com
Rutgers Accounting Web Search engine, accounting 
resources
http://rutgers.edu
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APPENDIX B
Federal Money Laundering Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the U.S. Department of the Trea­
sury to issue regulations requiring financial institutions to file re­
ports, keep certain records, implement anti-money laundering 
programs and compliance procedures, and report suspicious 
transactions to the government (see 31 CFR Part 103). Failure to 
comply with BSA reporting and recordkeeping provisions may 
result in the assessment of severe penalties. Investment companies 
are defined as financial institutions under the Act (Title 31 USC 
5312(a)(1)), but are not currently required to report to the Trea­
sury department suspicious activity either by employees or by 
customers. However, the Treasury department encourages securi­
ties investment companies to voluntarily file reports regarding 
suspicions of money laundering and related financial crime, and 
many investment companies are voluntarily complying with this 
provision. Securities subsidiaries of bank holding companies are 
required to report suspicious activity by the Federal Reserve (12 
CFR 225). The Annunzio-Wylie Anti-Money Laundering Act of 
1992 provides a safe harbor from civil liability for reporting finan­
cial institutions.
Internal Revenue Service regulations require investment compa­
nies to file reports for cash transactions greater than $10,000 (26 
USC 60501). BSA rules governing the reporting of international 
transportation of currency or monetary instruments (CMIRs— 
Customs Form 4790) and foreign bank and financial accounts 
(FBARs—Treasury Form TDF 90-22.1) have not been modified 
since 1989 and 1987, respectively. However, on January 16, 1997, 
the Treasury issued a proposal to expand the statutory definition 
of monetary instruments to include foreign bank drafts (see the 
Federal Register for that date).
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According to the National Association of Attorneys General, thirty 
states have enacted legislation prohibiting money laundering. 
More states are currently considering such legislation.
On July 13, 1998 the European Union proposed expanding the 
scope of Directive 91/308/EEC to require auditors and lawyers to 
report suspicious activity. This proposal, if implemented as pro­
posed, would apply to the audits of European operations and 
subsidiaries of U.S. investment companies.
The International Organization of Securities Commissions (IOSCO) 
in its “Objectives and Principles of Securities Regulation” obliges 
member states (Principle 8.5) to require securities firms to “have in 
place policies and procedures” to reduce the likelihood of money 
laundering.
For copies of BSA forms mentioned above and more information 
regarding anti-money laundering issues as they affect investment 
companies, consult the FinCEN Internet site at http://www.ustreas. 
gov/fincen.
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